ABSTRACT
INTRODUCTION
he increasing globalisation of the contemporary banking industry highlights the key importance of common problems and challenges that banks are facing in their core area of activities. One of the most crucial of those banking activities is the successful assessment of the level of credit risk involved in loan applications. There is a considerable amount of literature on credit risk and a number of sophisticated models have been developed to measure credit risk 1 . However, there is relatively little known on the way that banks utilise those models or other analytical tools in real life for assessing loan applications from corporate clients. We document that the corporate lending process have changed significantly over the last years and this has an effect on the quality of the balance sheet of the banks and their profitability. Banks, in general, have been providing a growing level of corporate credit but at the same time, they experience reduced loses from their non-working corporate loans. This is mainly a result of the reforms in the corporate credit decision process. g Companies borrow money from banks for many reasons and there is a risk associated with every borrowing transaction for both the borrower and the lender. Some of the reasons for borrowing money are intuitively less risky than others. For example generally there is less risk in lending money on a short term basis than on a longer term basis.
Perhaps the commonest borrowing reason is that a company borrows in order to meet its ongoing operating expenses until it can convert a specific asset into cash. Other reasons could be: to finance fixed assets or inventory required to produce output that is converted to sales and then cash; to finance a change in the firm's ownership; or to finance survival until the firm can be turned around.
However, a company's stated reason for borrowing may not always be the real reason. This does not always mean that the borrower isn't being honest in his request to borrow funds. Simply, what appears to the company to be the primary reason may in fact be the secondary reason. For example, a company may approach a lender for additional borrowings to make a large inventory purchase. That is the immediate reason for the new funds. Yet upon examination, the lender may find that the company is having severe profitability problems that are draining away cash.
That drain in turn forces the company to seek outside funds for the inventory purchase. If the profitability problems did not exist the company might well be able to fund the inventory purchase from internal cash sources. Generally, the level of borrowing in a given company would tend to remain fairly flat so long as company operations remain stable. If the company is not growing it would have little reason to borrow additional amounts to hold receivables and inventory. The same would tend to hold with respect to fixed assets. In a stable environment a borrower would be replacing fixed assets rather than adding to property, plant and equipment and as a matter of fact the company's longer term borrowing needs for that purpose would tend to be minor.
In this workbook, by focusing at a prospective borrower (PAPERBASIS S.A.) with a certain loan application, we intend to shed light onto the banks lending process which, over the last few years, has undoubtedly improved. For our investigation, we begin by looking at PAPERBASIS' S.A. historical performance (part I) and conclude by projecting two scenarios of its future liquidity and solvency as crucial indicators in assessing its real financing requirements (part II).
PART I
The factors that influence the corporate credit decisions of banks can vary from those generally associated with the overall economic environment and the conditions in the borrower's industry 2 to those that more specifically reflect the circumstances of the applicant company or the strategy of the bank. In this sense, the risk assessment models employed in corporate lending incorporate a score of quantitative and qualitative 3 measures that produce a credit score for the applicant company. However, in the present study we are not aiming in determining the degree of risk for a given lending relationship (also there is no reference to information about collaterals, personal guarantees or pledged firm's assets -issues that usually considered in the decision process). Our purpose is to investigate why a specific company wishes to borrow (since the reason is usually critical to the type of credit facility offered) and to present a formal way of determining its future borrowing needs. Proposed methodology will be applied with respect to PAPERBASIS S.A. a firm that established in 1989 and specializes in the development and customizing of office equipment.
Paperbasis' financial statements report the historical results of its operations and financial condition ( Table 2 , 3, 5 -panel A). Management uses this information to run the business while this data provides a critical indicator of the degree of risk in a lending relationship. Objectives of financial analysis include determining not only how a firm performed but also the underlying causes for that financial performance. • each year in goods or services for sale (regardless of whether they were actually sold this period) • operating expenses (even if some of those expenses were incurred last year) • taxes (regardless of how much the company might report as its accrual obligation) • fixed assets, long-term investments etc is established. In reading the cash-flow statement we first focus on net cash income. If net cash income is positive, it means that the company generated enough cash from its normal, core business operations to pay interest expense. If net cash income is negative it means the company did not generate enough cash from internal operations to pay interest expense regardless of the size of the accrual-based net income number. PAPERBASIS did not generate enough 2 Michael Porter (1980) has developed a framework for assessing competitive forces in an industry (namely: threat of entry, intensity of rivalry, pressure from substitute products, bargaining power of buyers/suppliers). These forces condition and are relevant in forming forecasted values for risk factors, for projections and in assessing market risk. 3 E.g. management style and structure, credit history, competitive positioning e.t.c. 4 The format of the cash-flow statement displayed in Table 5 is essentially the Uniform Credit Analysis format which is most similar to the direct format prescribed by the accounting profession. The direct format is generally the more useful because it fully integrates the balance sheet and income statement to create a cash-based income statement that lenders can readily use. Nonetheless the indirect format provides some analytical resources that are missing in the direct format. . Further, we see that PAPERBASIS holds relatively larger balances of inventory and accounts receivables (as evidenced from inventory and receivables days respectively) while simultaneously by paying its suppliers earlier (accounts payable days decreased from 162 in 2002 to 129 in 2004) creates a financing gap from its core activities. Nevertheless given the brief analysis above (detailed or/and peer group analysis are beyond the scope of the study), the overall financial condition of the applicant can be characterized satisfactory.
PART II
In part I, main aspects of a company's historical operations were considered and those operations were viewed against two benchmarks: liquidity and solvency. The historical information gathered and analyzed has implications for the future and in this part the focus shifts to a company's likely future operating performance. Any extension of credit considered today will be repaid from cash generated in the future but since the future is uncertain, one must critically evaluate each possible source of future cash. As an alternative to doing nothing, projections allow a lender to review a range of likely outcomes (one of which may be that the future will be like the past but there could be many others as well), to determine which set of outcomes can be lived with given the company profile and to identify the critical values and how much they may fluctuate before the results become unacceptable.
Concepts are fine, but how are projections actually structured? Projections are critically important to the credit decision process and can be computer-generated easily. It is also possible for someone to construct a group of projected financial data manually even if he will need to spend much more hours. In any case, the first step is understanding how to shape forecast assumptions about a set of critical projection variables -the risk factors. Projections are only good as the underlying assumptions. The decisions regarding the likely future values of the risk factors determine the actual and cash position for the business. Table 1 depicts the (seven) operating risk factors that will provide the key elements in the projected balance sheet, income statement and cash flow of the following casestudy.
Specific attention will be given to shaping the initial values for the aforementioned risk factors which are crucial for the accurate implementation of the projections 5 . Projected values for all other, inter-dependent to those risk factors, accounts could be based on statistical applications (e.g linear regression) upon their historical values or/and on personal intuition driven by recent developments in company's environment.
Case Study
At this point, we will use an illustrative example so as to apply the proposed methodology for determining the borrowing needs of PAPERBASIS S.A and interpreting the results.
Loan Application
Assume that PAPERBASIS's working capital line of credit is approaching its renewal date. Mr. Tison-the manager and business owner of the firm-, wants to renew the line at a higher (by 10%) amount and at better terms. He thinks sales will slightly increase, but in his opinion, the present € 500.000 working capital line should not be necessary for receivables and inventory financing. Further, Mr. Tison indicated that he will not need to spend external funds on new equipment.
Process of Bank Assessment
Mr. Tison's request is very typical. Every business owner is interested in making money. The starting point for making money is focusing on revenue, as Tison has done. It is the starting point for virtually every planning or budgeting process, whether highly informal and carried around in the owner's head or very structured and contained in countless papers and reports. Though acknowledged, balance sheet accounts are often an afterthought. In making his request, Mr. Tison did not necessarily comment on his precise expectations about accounts receivable/payable or inventory. He intuitively ignores that even if sales increase his accounts receivables/payables and inventory are likely to decrease and as a consequence (held other parameters constant) borrowing needs to be lower, at least in the shortterm.
In order to assess a loan application it is important to proceed in an orderly manner. First of all if the application is long time after the reporting date a bank should ask for additional financial information or updated firm's financial statements. Additionally, banks usually ask for recent balances of key accounts, such as working capital, reserves, debtors, creditors, other bank loans etc, and comparative list with the previous year levels. Based on these reports and any relative information concerning the company's stated objectives it is possible to complete an initial projection for the basic risk factors 6 .
Obviously, many alternative scenarios and a range of likely outcomes can be produced. For the purposes of this study we are going to develop two alternative scenarios. The first is more opportunistic and hypothesizes an increase in firm's net sales by approximately 5% while the second assumes a decrease in rate of sales by roughly 5%. Table 1 illustrates the projected values of the major risk factors for the two alternative scenarios. We can then project all the other, generally closely related to risk factors, PAPERBASIS's accounts and balances for 2005.
Absent any recent (interim) company's financial reports one could project these accounts by simply assuming that they all grow according to the sales growth rate 7 . However, as it was already mentioned, there are also some other designs and reasoning that can be used to calculate the amounts of these accounts. In this study, in an attempt to produce more insensitive projected amounts, for each of the two scenarios employed we apply a different design. Specifically, with respect to the first (opportunistic) scenario, we suppose that PAPERBASIS was willing to provide the bank with all necessary information (as it usually happens with the majority of borrowers in real life) and we therefore base our analysis on updated financial data which are contrasted to their last years comparative levels in order to identify the underlying trends (e.g comparison of financial data of July 2005 with those of July 2004). However, we do not add any extra amount of new debt in the projected balance sheet. Regarding the second scenario and assuming that there was not access to PAPERBASIS recent balances and updated financial information, we routinely employ linear regression applicable to all historical values of each specific account. Further, we incorporate an additional amount of debt to allow for the possibility that PAPERBASIS gain access to external financing from another bank. Of course, all assumptions about the risk factors and other accounts could be re-examined and any adjustments that are warranted will be made after thinking more carefully about management objectives and capabilities and the likely impact of the competitive forces on the company's risk factors. In this context one can construct a revised set of projected financial statements that reflect any adjustments made to the initial assumptions. At this point the task is fairly easy. We simply take all values anticipated thus far and arrange them in proper balance sheet and income statement format (TABLES 2, 3 -PANEL B). We then use the projected balance sheet and income statement for each scenario, along with the actual 2004 balance sheet amounts, to construct the projected 2005 alternative cash flow statements for PAPERBASIS (TABLE 5 -PANEL B) . Table 4 -panel B illustrates PAPERBASIS's major projected 2005 financial ratios according to the two scenarios employed. The company in both cases is projected to be more profitable than in previous years. An interesting issue though emerges from the three turnover ratios (accounts receivables days, inventory days, accounts payable days) that generally have major implications for the cash position of the company. These three risk factors are referred to the bibliography as swing factors since small movements in them can result in a significant shift (swing) in the cash position of the company. In the case of PAPERBASIS the contrasting movement of the swing factors in each scenario resulted in the creation of different needs for external financing. More analytically, the general improvement (deterioration) of trading cycle's terms forecasted by the 1 st (2 nd ) scenario generates (does not generate) enough cash from internal operations despite the anticipated decrease (increase) in sales.
Note especially that the current assets section of the projected balance sheet includes an account entitled CASH SURPLUS. In effect this is the balancing account. Whatever amount of redundant cash is necessary to make the balance sheet balance shows up in this account. An opposite result would have depicted if the firm was anticipated no to possess sufficient cash to accommodate its 2005 needs. In such a case the current liabilities section of the balance sheet would include (instead of the cash surplus account) another balancing account entitled "additional short-term debt" indicating the projected borrowing needs for the year 2005.
Given the analysis so far the credit decision for PAPERBASIS should not be fairly clear-cut at this point. On the one hand the company is projected not to face liquidity or solvency tests. Furthermore, it seems (by relying more heavily on realization of the 1 st scenario) that it will generate enough cash to repay the new debt even in the case of approving a larger amount than that of the current loan request. On the other hand there is no clear evidence about the possible usage of requested funds.
But which is the proper decision? Common wisdom suggests that even if the bank approves an increase in the present line of credit the company will never use this facility (in practice a great number of approved loans remain inactive). In this context, the final decision is marginal and one could argue that acceptance or rejection of the application is basically depending on the invaluable personal judgment of the decision maker and the strategy of the bank.
CONCLUSION
Projections are a very important tool in any credit decision. Yet, projections can be one of the more difficult areas of financial analysis and credit assessment.
This introductory workbook focused on the interpretation of a mechanical process of actually constructing projected accounts. Forecast assumptions were translated into future income statement, balance sheet values and generated cash flows. In so doing, guidance was provided about the proper approach to setting key forecast assumptions and the mechanics of generating projected figures. Not withstanding the limitations and uncertainties that accompany any projection exercise we relate the results of the projections and analysis to the rationale behind a typical lending decision.
In the (marginal) case of PAPERBASIS S.A., it appears that the lending decision process could possibly proceed even if the company would likely not use the requested additional funds. 
